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COMMONWEALTH OF VIRGINIA

STATE CORPORATION COMMISSION

AT RI CHVOND, April 20, 1999

COMVONVEALTH OF VIRG NI A, ex rel .
M KE DEANE, et al.
V. CASE NO.  PUE980059
BOTETOURT FOREST WATER CORPORATI ON,
Def endant

FI NAL ORDER

On January 10, 1998, Botetourt Forest Water Corporation
("Botetourt Water" or "Conpany") notified its custonmers of its
intent to increase its rates for water service effective
March 1, 1998, pursuant to the Small Water or Sewer Public
Utility Act ("Small Water Act") (8 56-265.13.1 et seq. of the
Code of Virginia). The Conpany proposed to increase the nonthly
charge for the first 2,000 gallons from $16.00 to $17.00 and to
increase the nonthly price for each additional 1,000 gallons
from$5.00 to $5.50. By February 18, 1998, approxi mately 26% of
t he Conpany's custoners had filed objections with the
Conmi ssi on.

On March 5, 1998, the Comm ssion, pursuant to 8 56-265.13:6
of the Code of Virginia, issued a Prelimnary Oder declaring
rates interimand subject to refund, with interest, as of

March 5, 1998. On March 18, 1998, the Comm ssion entered an
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Order for Notice and Hearing in which it directed the Conpany to
provi de public notice, established a procedural schedul e,
assigned the matter to a Hearing Exam ner ("Exam ner"), and
schedul ed the matter for public hearing on Septenber 15, 1998.

The evidentiary hearing on the proposed tariff revisions
was held in R chnond on Septenber 15, 1998, before Hearing
Exam ner Al exander F. Skirpan, Jr. Counsel appearing were:
Kenworth E. Lion, Jr., Esquire, counsel to Botetourt Water; and
Allison L. Held, Esquire, and Marta B. Curtis, Esquire, counsel
for the Commssion's Staff. Proof of public notice was marked
as Exhi bit Conpany-1 and admtted into the record. Botetourt
Water and the Comm ssion Staff ("Staff") filed limted briefs on
Cct ober 16, 1998.

In this case, there were six issues related to the |evel of
| awf ul and necessary expenses which, in turn, are used to
measure the sufficiency of revenues. They were: (1) salaries
and wages; (2) office rent expense; (3) equipnent rental
expense; (4) mleage expense; (5) rate case expense; and
(6) health insurance expense. There were al so i ssues concerning
connection fees.

The issue with the greatest inpact on the ultimte rates to
be set in this case concerned the determ nation of salaries and
wages. Specifically, M. and Ms. Bowen sought wages of $18, 000

and $24, 000, respectively. The Staff, on the other hand,



recomended a sal ary of $11,232 for M. Bowen and a sal ary of
$4,708 for Ms. Bowen. The disparity in the recommended

sal aries was based on: (i) whether or to what extent the Bowens
were entitled to conpensation for being on call twenty-four
hours a day; (ii) establishing the appropriate nunber of hours
t he Bowens devoted to operating Botetourt Water; and

(1i1) ascertaining a fair rate of conpensation for the services
provi ded by the Bowens. The Exam ner recommended sal aries for
M. and Ms. Bowen of $13,500 and $4, 985, respectively.

The second issue in this case related to the office rent
expense for the 30" by 18 office the Bowens operate out of
their hone. The Conpany argued that, although the office is
used to operate two ot her businesses, 90% of the total rent
expense shoul d be assigned to Botetourt Water. Staff
recommended that 50% of the total rent expense be assigned to
Botetourt Water, considering that the office houses two ot her
busi nesses. Since the Conpany's requested rent expense only
materialized on rebuttal and was supported solely by M. Bowen's
estimate of usage, the Exam ner found that Staff's
recommendat i on was reasonabl e.

The third i ssue concerned the use and expense of a backhoe
and a pressure washer owned by M. Bowen. Staff found that a
conpar abl e backhoe and pressure washer rent for $215 and $72 per

day, respectively. Based on this information, Staff added $500



to test year operating expenses to reflect approxinmately two
days' use for the backhoe and one day's use for the pressure
washer. The Conpany argued that the backhoe was used 52 tines
during the test year, and therefore asserted that Staff's

adj ust ment for backhoe usage should be increased to $11, 252.
The Exam ner found that, based on the record, Staff's expense
adj ust mrent of $430 was a nore reasonabl e estinmate than the
Conmpany's $11, 252.

Fourth, Botetourt Water failed to include any m | eage
expense in test year operating expenses. Staff estimated the
nunmber of mles driven by the Conpany's enpl oyees to be
approximately 1,235 mles, and included a m | eage expense of
$383 based on the standard Internal Revenue Service rate of
$0. 31 per mle. The Conmpany argued that the Staff's m | eage
adj ust nent understated the actual mles driven by its enpl oyees
and shoul d be increased to $3,180.60. The Exami ner found that
the record supported the inclusion of 2,300 mles, and therefore
recommended that the m|eage expense be increased to $713.

The fifth issue in the case concerned rate case expenses.
Initially, Staff recomended the Conpany's estinated rate case
expense of $700 be anortized over two years. In his rebuttal
testinony, M. Bowen increased the Conpany's estimated cost for
this case from $700 to $2, 700 based on new estinmates reflecting

that the case woul d be contested before the Comm ssion. During



the hearing, Staff w tness Barker accepted the Conpany's new
estimate, but recommended that the anortization period be
changed fromtw to three years. M. Bowen did not offer
testinmony in opposition to a three-year anortization period.
The Exam ner found that Staff's proposal to anortize rate case
expense over three years was reasonable and recommended its
adopt i on.

The sixth issue dealt with the health insurance purchased
on behalf of M. and Ms. Bowen. In his rebuttal testinony, M.
Bowen requested that operating expense be increased by $1,776 to
reflect the costs of health insurance purchased on behalf of M.
and Ms. Bowen. Because this adjustnment was proposed in
rebuttal testinony, Staff did not have an opportunity to verify
the cost. Therefore, Staff did not support inclusion of this
expense in the cost of service. However, Staff w tness Barker
testified that if such an adjustnent were made, this expense
shoul d be based on the nunber of hours worked annually conpared
to a full-time position. At the Conpany's request, Exhibit
JBB-C-8 was reserved for the late filing of support for
Botetourt Water's clained health insurance. On Cctober 15,
1998, Botetourt Water, by counsel, filed Exhibit JBB-C 8, which
consi sted of a cover page showi ng health care costs for 1997 and
for the first three quarters of 1998, and additional attached

pages providi ng what appeared to be copies of the nonthly checks



used to pay for the health care costs for M. and Ms. Bowen.
Exhi bit JBB-C- 8 supported M. Bowen's claimfor health care
costs of $296 per nonth. Therefore, the Exam ner recomrended
that, followng the Staff's proposed all ocation nethodol ogy,
$738, or approximately 20.77% of the total annual health care
costs of $3,552, be added to operating expenses.

The final, and perhaps nobst controversial, issue in this
case concerns the Conpany's collection of connection fees since
1994. During its review of Botetourt Water, Staff discovered
that in 1994 the Conpany instituted a $500 connection fee. In
addition, in 1997, Botetourt Water collected $1,000 in
connection fees fromeach of two new custoners | ocated outside
its certificated service territory. Through the end of 1997,
Botetourt WAater had col |l ected $8,970 in connection fees.

Nei t her the $500 nor $1,000 fees were specified in Botetourt
Water's tariffs on file with the Comnm ssion. Consequently,

Staff recomended that the Conm ssion order the Conpany: (1) to
cease charging connection fees and refund all connection fees
coll ected by the Conpany to the affected custoners; and (2) to
request an anmendnent to its certificate of public convenience
and necessity to expand its service territory to include al
custoners and any ot her areas of possible future expansion. The
Conpany argued that its failure to provide notice to its

custonmers and the Comm ssion, as required by 8 56-265.13:5 B



does not prejudice existing custoners, since the notice nust
only be provided to custoners of the utility that are already
connected to the system Thus, any failure to provide notice of
the institution of a new connection charge for new custoners
does not prejudice existing custoners. The Conpany al so argued
that even if it lacked the authority to inplement a connection
charge in 1994, it would be unfair to penalize the custoners
connected to the water systemprior to 1994 by requiring the
utility to refund connection fees collected from 1994 through
1997. The Hearing Exam ner recommended that the Conpany be
ordered to refund, with interest, all connections fees collected
prior to March 5, 1998. The Exam ner reasoned that any result
other than a refund would permt the Conpany an unauthori zed
change in tariff.

On January 8, 1999, the Hearing Exam ner filed his Report.
The Exam ner found that:

1. The use of a test year ending Decenber 31, 1997, is
proper in this proceeding;

2. The Conpany's test year operating revenues, after all
adj ust ments, were $48, 504;

3. The Conpany's test year operating revenue deductions,

after all adjustnents, were $42, 641,



4. The Conpany's test year net operating | oss and
adj usted net operating inconme, after all adjustnents were
$(16,439) and $5, 863, respectively;

5. The Conpany's current rates produce a return of
16. 28%

6. The Conpany's current cost of capital, upon which its
rates shoul d be established, is 18.64%

7. The Conpany's adjusted test year rate base is $36, 014;

8. The Conpany's application requesting an annual
increase in revenues of approximately $3,313 is unjust and
unr easonabl e because it will generate a return on rate base
greater than 18.64%

9. The Conpany requires $870 in additional gross annual
revenues to earn an 18.64% return on rate base;

10. The Conpany's existing rate structure should be
mai ntai ned. The nonthly rate for the first 2,000 gall ons of
usage should remain at $16.00. The annual increase of $870
shoul d be added to the consunption charge for nonthly usage in
excess of 2,000 gallons, which currently is $5.00 per thousand
gal | ons;

11. The Conpany should institute a connection fee for the
install ati on of new connections of $500.00 or actual cost,

whi chever is greater. The Conpany shoul d begin collecting these



fees as of March 5, 1998, the date rates fromthis case were
permtted to take effect, subject to refund;

12. In its next case, the Conpany shall file cost
information in support of its connection fee;

13. The Conpany should file permanent rates designed to
produce the additional revenues found reasonabl e herein using
t he revenue apportionnment nethodol ogy proposed by the Staff and
descri bed above;

14. The Conpany should be required to refund, with
interest, all revenues collected under its interimrates in
excess of the anmount found just and reasonabl e herein;

15. The Conpany al so should be required to refund, with
interest, all connection fees collected prior to March 5, 1998,
over three years, in three annual installnents; and

16. The Conpany forthwith shall provide proper notice and
submt a proper filing with the Conm ssion seeking approval to
serve custoners outside its currently certificated service
territory.

The Exam ner recommended that the Comm ssion enter an O der
that adopts the findings in his report; grants the Conpany an
i ncrease in gross annual revenues of $870; and di smi sses this
case fromthe Conm ssion's docket of active cases and passes the

papers herein to the file for ended causes.



On February 8, 1999, both the Staff and the Conpany filed
exceptions and/or comments on the Exam ner's Report. Wth
regard to expenses, the Conpany took exception to the Exam ner's
recommended al |l owances for M. Bowen's annual salary, Ms.
Bowen' s annual salary, office rental, equipnment rental, and
vehicle mleage. Wth regard to both M. and Ms. Bowen's
sal ary, the Conpany's core contention is that both continue to
performall of their duties during the four nonths of the year
they lived in Florida, contrary to the Staff's testinony, and
t hey should therefore be conpensated for that tinme. The Conpany
did not take exception to the hourly wage rates used by the
Examner. Wth regard to the office rental expense, the Conpany
mai ntains that it satisfied its burden of proof with respect to
the size of the office, the market price for the office space
per square foot, and the use of the space for the Conpany's
busi ness.

The Conpany al so states that the record contains
uncontradi cted evidence that the backhoe was used 52 tines
during the test year, and therefore the backhoe rental expense
recommended by the Exam ner is inadequate. The Conpany changed
its position on equi pnment rental expense fromthat it took at
the hearing, and it now contends that the Conpany shoul d be
al l oned a backhoe expense of no | ess than $50/day and $2, 600

annually. Wth regard to vehicle m | eage expenses, the Conpany

10



asserts that there is no evidence in the record to suggest that
M. Bowen's nileage estinates are incorrect. The Conpany states
that M. Bowen's estimte of 10,260 mles travel ed on Conpany
busi ness annual |y does not appear to be unreasonable, and should
t heref ore be approved.

Finally, the Conpany took exception to the Exam ner's
finding that Botetourt Water be required to refund, with
interest, all connection fees collected prior to March 5, 1998,
over three years, in three annual installnents. The Conpany
states that a refund in these circunstances woul d be
i nappropriate and inequitable. In support of its position,
Botetourt Water states that a refund of connection fees
col |l ected between 1994 and 1997 would create a windfall to these
custoners, and existing custoners would be required to pay the
utility a return on the utility plant installed for the sole
pur pose of serving the new custoners. This, the Conpany
contends, would violate the mandate of § 56-265.13:4 of the Code
of Virginia, which requires that all customers be treated in a
uni form manner. The Conpany al so asserts that it has not
viol ated 8 56-265.13:5(B), which requires a utility to notify in
witing all of its custoners of any changes in its rates,
charges, fees, etc., since the Conpany's custoners are already
connected to the water system and are not affected by the

addition of a connection charge for new custoners.

11



The Staff also filed cormments on the Exam ner's Report on
February 6, 1999. The Staff took exception to the Examner's
recomendation that the Conpany be permtted to institute a
connection fee for the installation of new water service
connections in this proceeding. Staff stated that the Exam ner
properly found that the Conpany collected the fees illegally,
and that such fees nust be refunded to custoners; however, the
Staff believes that the Exam ner erred in finding that the
Conmpany had satisfied the notice requirenents of 8§ 56-
265.13:5(B) so as to permt instituting a connection fee in this
proceeding. Staff also took exception to the Exam ner's
reliance on rate of return as the basis to establish rates since
no rate of return analysis was perfornmed in this proceedi ng.

NOW THE COW SSI ON, havi ng consi dered the Exam ner's
Report, the comments and exceptions thereto, the record herein
and the applicable statutes and rules, is of the opinion and
finds that the recommendati ons and findi ngs of the Exam ner,
wi th the exceptions noted below, are reasonable and wll be
adopt ed.

At pages 11-12 of his Report, the Exam ner discusses and
recommends that Staff's expense adjustnent for the use of a
backhoe is a nore reasonable estimate than that of the Conpany.
Al t hough no support was provided for use of the backhoe, we

agree with the Conpany that the equi pnment rental expense
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recommended by the Exam ner is inadequate. W agree with the
Exami ner that the Staff's estimate of $430 is nore reasonabl e
than the initial $11,252 proposed by the Conpany (I ater changed
to $2,600 in the Conpany's conments on the Exam ner's Report),
but we find that a reasonabl e expense |ies sonewhere between the
two reconmmendations. W wll allow $1,300 for the backhoe. W
find that it is unlikely that each use of the backhoe was for a
full eight hour day; therefore, we will allow $1,300, an ampunt
that is nore reasonable and consistent with the record in this
case.

Wth regard to the salaries of M. and Ms. Bowen, the
office rental expense!, and the vehicle nileage expense, we find
that the Exam ner's anal yses and recommendati ons on these issues
are reasonabl e and shoul d be adopt ed.

In the future, we expect the Conpany to keep records of al
its expenses, including actual time records for its enployees, a
mleage log for all conpany-related vehicle use, including the

purpose of the trip, and a | og for equi pnent use that contains

1 W recogni ze that the Examiner misstated the size of the office as 5,400
square feet rather than 540 square feet; but, this error was clearly

t ypogr aphi cal since he previously stated the office size as 30" by 18 . W
rej ect the Conpany's view that the Comm ssion should assign 90% of the tota
annual rent expense to the Conpany since there are no |onger active

busi nesses operating out of the same office as Botetourt Water. The
inactivity of M. Bowen's construction and real estate businesses does not
automatically increase the allocation for office rent expense to Botetourt
Water. Even though nore space is now available to the Conpany, it does not
necessarily require this additional space to conduct its business. Botetourt
Wat er bears the burden of proving the necessity and reasonabl eness of its
requested expenses, and it has failed to neet that burden

13



t he purpose and duration of each use of the backhoe and pressure
washer. Not only should the Conpany keep records of these
expenses, but it should also ensure that the expenses are
reasonabl e, and Botetourt Water bears the burden of that proof.
In this case, the Conpany's expenses are supported solely by M.
Bowen's estimates of tinme, usage, and mleage. Additional
support is necessary to justify the reasonabl eness of many of
Botetourt Water's expenses.

The Comm ssion also agrees with the Exam ner that Botetourt
Water did not provide notice to the Conm ssion or its custoners,
as prescribed by 88 56-236 and 56-265.13:5(B) of the Code of
Virginia, and therefore did not have the |egal authority to
i npl emrent a connection charge in 1994. The Conpany's custoners,
therefore, were not given fair notice of the proposed fee, nor
were they afforded the opportunity to comrent or request a
hearing. Thus, the Conpany is ordered to refund all connection
fees collected since 1994. As the Exam ner notes, any result
other than a refund would permt the Conpany an unauthori zed
change in tariff. Although the Conpany's failure to conmply with
the I aw nay have been unintentional, the applicable statutes
neverthel ess remain an inportant procedural safeguard to ensure
a proper bal ance between the conpeting interests of the Conpany

and its custoners.
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Further, we agree with the Staff that the Exam ner erred in
finding that Botetourt Forest had satisfied the notice
requi renents of 8 56-265.13:5(B) so as to permt instituting a
connection fee in this proceeding. The Exam ner found that the
notice contained in the Comm ssion's March 18, 1998 Order for
Notice and Hearing was sufficient to alert custoners that a
connection fee would be at issue in this proceeding. W
di sagree with that finding, and agree with Staff that only rates
for those services that were specifically noticed could be
affected in this proceeding. The Conpany's notice nmade no
mention of fees for service connections. Rates cannot be
i npl emented for a service that was not nentioned in the
Conmpany's notice. W therefore find that before the Conpany
begi ns charging a connection fee in the future, it should submt
the pertinent cost data to the Staff to justify an appropriate
connection fee charge, and sinultaneously give notice to its
custoners and the Conmm ssion of its proposed fee, as required by
88 56-236 and 56-265.13:5(B) of the Code of Virginia. W have
no authority to waive these statutory requirenents for Botetourt
Water. Since the statutory requirenents have not been net, we
find no authority to allow inplenentation of a connection fee at
present. Therefore, we find that Botetourt Water shall refund

all connection fees collected through the date of this Oder,
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and cease collecting such fees until proper notice and approval
has been conpl et ed.

W also agree with Staff that since no rate of return or
cost of capital analyses were perfornmed in this proceedi ng, we
shoul d not use rate of return as the primary determ nant of
rates going forward. Instead, we will consider the Conpany's
operating incone. Under the applicable statute, 8§ 56-265.13:4
of the Code of Virginia, the Conpany is entitled to recover a
| evel of revenues sufficient to pay for its |lawful and necessary
expenses, and to conpensate its owners for their investnent in
the system

Based on the findings in this Oder, the Conpany is
entitled to an increase in annual operating revenues of $983,
whi ch shoul d be achi eved by increasing the consunption charge
for monthly usage in excess of 2,000 gallons from$5.00 to $5.20
per thousand gallons. After the rate increase, the Conpany wl|
earn $5,525 of annual operating incone and a return on rate base
of 15.28% 2 W find that the rates, as established herein, are
just and reasonable and will provide sufficient revenues for

Botetourt Water to serve its custoners.

2 Al'though the rates established in this proceeding were not determi ned based
on a rate of return analysis, we did consider the owner's investnent and
believe that a 15.28% return on rate base provi des reasonabl e conpensati on
for that investnent.
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In all other respects, the findings and recomendati ons of
t he Exam ner are approved. Accordingly,

| T IS ORDERED THAT:

(1) The findings and recommendati ons of the Hearing
Exam ner as detailed in his January 8, 1999, Report, as nodified
herein, are hereby adopted.

(2) Consistent with the above-referenced findings, the
rates for Botetourt Water shall be increased to produce
addi ti onal annual revenues of $983 to generate $5, 525 of net
operating incone, and a return on rate base of 15.28% effective
as of March 5, 1998.

(3) Wthin thirty (30) days fromthe date of this O der
the Conpany shall file with the Division of Energy Regulation a
tariff for rates of service consistent with the terms of this
O der.

(4) On or before August 4, 1999, Botetourt Water shal
refund, wth interest as directed below, all revenues collected
fromthe application of the interimrates that were effective
for service beginning on March 5, 1998, to the extent that such
revenues exceed the revenues produced by the rates approved
her ei n.

(5) The Conpany shall also be required to refund, with

interest as directed below, all connection fees collected since
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1994, in three annual installnments, with refunds to be conpl eted
by June 1, 2001.

(6) Interest upon the ordered refunds shall be conputed
fromthe date paynent of each nonthly bill was due during the
interimperiod or the date paynent of the connection fee was due
until the date refunds are nmade, at an average prinme rate for
each cal endar quarter. The applicable average prine rate for
each cal endar quarter shall be the arithnetic nean, to the
near est one-hundredth of one percent, of the prine rate val ues
published in the Federal Reserve Bulletin, or in the Federa
Reserve's Selected Interest Rates ("Selected Interest Rates")
(Statistical Release G 13), for the three nonths of the
precedi ng cal endar quarter.

(7) The interest required to be paid shall be conpounded
quarterly.

(8) The refunds ordered in Paragraphs (3) and (4) above,
may be acconplished by credit to the appropriate custoner's
account for current custoners (each such refund category being
shown separately on each custoner's bill). Refunds to formner
custoners shall be nade by a check to the | ast known address of
such customers when the refund amount is $1 or nore. Botetourt
Water may offset the credit or refund to the extent no dispute
exi sts regardi ng the outstandi ng bal ances of its current

custoners, or custoner who are no longer on its system To the
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extent that outstanding bal ances of such custoners are disputed,
no offset shall be permtted for the disputed portion.

Botetourt Water may retain refunds owed to forner custoners when
such refund amount is |ess that $1; however, Botetourt Water
will prepare and maintain a |ist detailing each of the forner
accounts for which refunds are less than $1, and in the event
such fornmer custoners contact the Conpany and request refunds,
such refunds shall be nade pronptly. Al unclainmed refunds
shal | be handl ed in accordance with 8 55-210.6:2 of the Code of
Vi rginia.

(9) On or before Septenber 1, 1999, for the refund on
interimrates, and July 1, 2001, for the refund of connection
fees, Botetourt Water shall file with the Staff a docunent
show ng that all refunds have been | awfully made pursuant to
this Order and item zing the cost of the refund and accounts
charged. Such item zation of costs shall include inter alia,
conputer costs, and the personnel -hours, associated sal aries and
cost for verifying and correcting the refund net hodol ogy and
devel opi ng the conputer program

(10) Botetourt Water shall bear all costs of the refunding
directed in this Oder.

(11) If the Conpany w shes to inplenment a connection fee,
it should submt the pertinent cost data to the Staff to justify

an appropriate connection fee charge, and sinmultaneously give
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notice to its custoners and the Conm ssion of its proposed fee,
as required by 88 56-236 and 56-265.13:5(B) of the Code of
Vi rginia.

(12) The Conpany forthwith shall provide proper notice and
submt a proper filing with the Conm ssion seeking approval to
serve custoners outside its currently certificated service
territory.

(13) The Conpany shall conply with the booking
recomendations set forth on pages 19-21 of Staff Wtness
Barker's prefiled testinony, and shall provide evidence to the
Director of Public UWility Accounting that these recommendati ons
have been conplied with within 90 days of the date of this
O der.

(14) There being nothing further to cone before the
Commi ssion, this matter shall be renoved fromthe docket and the

papers placed in the file for ended causes.
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